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SUMMARY: 


While the downturn has ended, substantial recovery with price sta- 
bility is unlikely in the near future. Output in 1982 is expected 
to increase only marginally, perhaps 1 to 2 percent. Britain's 
recession continued well into 1981, producing a 2-percent decline 
in gross domestic product (GDP) (compromise measure) for the year. 
Inflation slowed through the first half of the year before turning 
up moderately in the third quarter. The annual rate of price in- 
crease dropped to 11.9 percent from 18 percent in 1980. The ex- 
change rate depreciated sharply through the first three quarters 

of the year before reversing this trend in the last quarter. 
Industrial production began to increase in mid-1981 after 2 years' 
decline and is likely to rise 1 to 2 percent in 1982. Output 
registered a marginal increase in the third quarter, with manu- 
facturing, which had posted sharper declines than the rest of the 
economy, showing a more rapid recovery as well. The real rate of 
return for industrial and commercial companies (excluding North 

Sea Oil) fell to an historical low of 2 percent in the first half 
of 1981, was slightly higher in the second half, and may exceed 

3 percent in 1982. By mid-1981, the distribution of real income 
had reversed the 1977-80 shift toward consumers and away from com- 
panies. The rate of increase in average earnings slowed during 

the first three quarters of the year to an annual rate of 11 per- 
cent, compared with a rise of nearly 21 percent in 1980. Consumer 
expenditure remained steady, financed largely by a reduction in the 
savings ratio from 17 to 12 percent. Real disposable income de- 
clined, with the combined rise in direct taxes and prices at 15.6 
percent outstripping the 11.9 percent rise in average earnings. A 
further fall in real after-tax income is forecast for 1982, but con- 
sumption may remain steady with a further fall in the savings ratio. 


The sharp rundown in stocks decelerated in the third quarter, and 
some sectors began to restock but not enough to show positive stock- 
building throughout the economy for 1981 as a whole. The rate of 
destocking was so severe in 1980/81 that in 1982 its deceleration 
alone could be the principal deterrent to any further decline in 
output GDP. In 1982, the swing in inventories as a percentage of 
the level GDP is expected to increase by 2.5 percent. 


The domestic recession and North Sea oil exports were the main con- 
tributors to the 1980 $7.5 billion current account surplus. In 
1981, the volume of imports is estimated to have risen so rapidly 
that despite the buoyancy in non-oil merchandise exports, the cur- 
rent account is estimated to have declined from $7 billion in the 





first quarter to $1 billion in the third. Overall, the current 
account surplus, estimated to be near $12 billion in 1981, is 
expected to decline to about half that amount in 1982. 


Unemployment rose during most of 1981. Adult unemployment is esti- 
mated at about 11.6 percent at yearend and is expected to rise fur- 
ther in 1982. The decline in staffing levels produced a 6-percent 
increase in productivity. Strikes and work stoppages remained at 
historically low levels. The one outstanding exception was the 
civil service strike, which lasted over 5 months, distorting the 
timing of government borrowing, obscuring information on the money 
supply, and preventing the regular publication of data on external 
trade and the current account position. 


A prime objective of the third budget of the Thatcher government, 
announced in March 1981, was to aid the corporate sector and stim- 
ulate investment. Interest rate increases in the autumn of 1981 
reversed the cuts announced in March, left base rates above their 
prebudget levels, and delayed investment recovery. 


In March 1981, the Government was forced to raise the effective tax 
burden to offset recession-induced increases in public sector borrow- 
ing. Delayed tax payments distorted the year's fiscal policy, and 
higher private borrowing was associated with rapid growth in the 
money supply as the expansion in monetary aggregates continued to 
overshoot targets. 


CURRENT ECONOMIC SITUATION AND TRENDS 


Climbing out of the Trough 


While most signals indicate that the economy has begun to head in 
the right direction, a strong recovery is unlikely in the foresee- 
able future. The most encouraging signs pertain to industrial out- 
put and manufacturing, where orders are now being met from current 
production rather than from stocks. Although industrial output for 
1981 as a whole was 5 percent below the level of 1980, manufacturing 
posted sharp third-quarter gains, surpassing fourth-quarter 1980 
levels. Industrial output in the fourth quarter of 1981 looked 
likely to be approximately equal to or only marginally below the 
level in the fourth quarter of 1980. Chemicals, coal, and petro- 
leum products led the manufacturing rise, posting output levels 

in September only 2 percentage points below 1979 peaks. The manu- 
facturing recovery accelerated in the fourth quarter and stock 
adjusted manufacturing output appeared likely to register a 2- 
percent gain for the year. 





Over the course of the recession, the decline in expenditure-based 
GDP was less severe than that of output-based GDP. The rapid fall 
in output occurred as falling demand was met by running down stocks. 
The modest third quarter upturn in output-based GDP followed three 
quarters in which expenditure-based GDP had exceeded output-based 
GDP, a pattern common to recovery in past cycles. The second 
quarter of 1981 marked the sixth quarter of destocking in this 
cycle, matching the experience of the 1974-75 recession. Given the 
severity of the destocking cycle and the buoyancy of final demand, 
selective restocking began as early as the third quarter in some 
industries. This was offset by continued destocking in other in- 
dustries and for 1981 as a whole the level of stocks fell. Inven- 
tories are likely to increase over the next 12 months after a slow- 
down in the rate of decrease during the past 6 months. 


Gross fixed investment, after declining in the first quarter of the 
year showed a marginal increase in the second. Survey evidence sug- 
gests any increase in the latter part of 1981 is not likely to be 
enough to offset declines earlier in the year, and for 1982 as a 
whole the level of investment is likely to be unchanged. Government- 
fixed investment in 1981 declined by 10 percent, while manufacturing 
investment was down about 12 percent, with only North Sea related 
investment rising. The decline in private investment for the year 

is likely to be about 5 percent, while total investment should fall 
between 6.5 and 7 percent for 1981 as a whole. 


Government current expenditure remained flat in real terms in 1981 
as the policy of holding down svending continued. Increased expend- 
itures on unemployment benefits and special employment measures were 
largely offset by other spending cuts. 


The current account was in surplus in 1980 by $7.4 billion due to a 
steady volume of oil exports, a very sharp reduction in oil and non- 
oil import demand as British companies cut inventories, and to 
another large surplus on invisibles, especially services. The 
trends in 1981 were obscured by the civil service strike, which pre- 
vented publication of trade data for a number of months. Neverthe- 
less, the United Kingdom appeared likely to register a sizable 
current account surplus in 1981, despite a 19-percent rise in im- 
port volume between January and October, as export volume (both oil 
and non-oil) has been maintained near the 1980 level, despite a 
sharp deterioration in competitiveness between 1978 and early 1981. 
The strong invisibles account was underpinned by lower interest and 
dividend remittances abroad, reflecting lower earnings by foreign 
companies in the United Kingdom, higher returns on outward invest- 
ment since the removal of exchange controls, and interest gains on 
bank lending abroad. 





Large capital outflows persisted over the summer of 1981 and prob- 
ably contributed to the exchange-rate depreciation and reserve loss 
that occurred during that period as the current account position 
simultaneously weakened. From a $4.6 billion surplus in 1979, the 
capital account switched to a $3.5 billion deficit in 1980; an 
$11.6 billion deficit accumulated in the first half of 1981. Offi- 
cial reserves, which in the first quarter rose by $736 million, 
were drawn down by some $3 billion in the second quarter; however, 
almost all of this was used to repay debt. 


The increased importance of North Sea oil exports and the apparent 
willingness of U.K. exporters of manufactured goods to trim profit 
margins in order to maintain market share appear to have altered 
the normal lag structure between changes in competitiveness and 
export performance. Although import volumes rose sharply, signs 
also pointed to a pickup in new export orders. The outlook for 
1982 is for another current account surplus, perhaps on the order 
of $2-$5 billion, following an estimated $12 billion surplus in 
1981. 


Employees' contributions to national insurance are to be increased 
by 1 percent in April, to reduce the National Insurance Fund deficit. 


An important new policy initiative is the expected creation of an 
800 million pound special employment program for school leavers. 
Approximately 40 percent of the unemploved in the United Kingdom 
today are between 16 and 24. The uneven age distribution has 
meant a rising population of working age at a time when employment 
in manufacturing was declining rapidly. The least skilled and 
least experienced have had little to offer in a shrinking job mar- 
ket. The Government's focus on youth opportunities is important 
given the prognosis for only modest recovery in 1982. 


The Outlook for 1982 


The Government's official forecast is that real GDP will grow by 

1 percent in 1982. The Government also has projected a 10-percent 
inflation rate by the end of 1982; no change for the year in con- 
sumers' expenditure, positive stockbuilding in the first half of 
the year, and a 3 billion pound surplus on the current account. 
The official forecast is for a 2.5-percent increase in “other than 
government" investment. The public sector borrowing requirement 
(PSBR) is expected to be in line with medium-term financial strat- 
egy estimates of 9.5 billion pounds. 





Real personal-disposable income, after a 2.6-percent decline in 
1981, will decline further in 1982. Competitive pressures in the 
private sector and cash constraints in public services should bring 
about another fall in earnings growth. Any growth in personal con- 
sumption will, therefore, have to come from further decline in the 
savings ratio. A drop of 1.5 percent in the savings ratio would 
still leave it at the historical long-term ratio of 10 percent and 
would be sufficient to maintain consumer spending at 0 to .5 per- 
cent above 1981. 


Gross domestic fixed capital formation could fall marginally for 
the year, with declines in government investment offsetting recov- 
ery in private investment. Industrial output should rise 1 or 2 
percent in 1982. The share of company profits, net of North Sea 
oil, in total domestic income should recover in 1982. 


Consumers' expenditure remained steady in 1981 despite declines in 
real personal disposable income. Savings were squeezed to maintain 
consumption and the savings ratio declined by over five points dur- 
ing the year. 


In contrast to 1980, real disposable incomes in 1981 declined due 
to lower wage settlements, declining employment, increases in both 


direct and indirect taxation, and an increase in the national in- 
surance surcharge. The decrease for 1981 as a whole is likely to 
be about 2.5 percent. 


Gross trading profits in 1981 showed a modest improvement due ex- 
clusively to a sharp increase in profits from North Sea oil. Non- 
North Sea oil trading profits fell by 6.5 and 5 percent before and 
after inventory révaluation charges, respectively. Profits of non- 
North sea industrial and commercial companies are on an upward 
trend, but the real rate of return before taxes and interest pay- 
ments is forecast to rise only to 3 percent of revenue in 1982. 
With destocking ending and interest charges remaining high, the 
company sector was moving back into deficit at the end of 1981. 


Although unemployment continued to rise, the rates of increase in 
inflation and in unemployment abated through most of 1981, with a 
slight reversal in the third quarter. The rate of inflation 
(S.A.A.R.) dropped from 14 percent in January to 10.9 percent in 
July, only to rise above 11 percent in August and reach 12 percent 
by December. Unemployment rose throughout the year, with the 
monthly increase in seasonally adjusted adult unemployment drop- 
ping from 92,000 in January to 30,000 in July, rising to 56,000 

in September and falling back to 13,000 in December. 





Adult unemployment was over 11.5 percent by yearend, while the fig- 
ure, including school leavers, declined marginally from August to 
October. 


The Mid-Year Budget Announcements 


On December 2, the Chancellor of the Exchequer announced an increase 
in public sector expenditures of 8 billion pounds for FY 1982-83 
from the 107 billion pounds expected final level for the present 
financial year (1981/2). The budget deficit (PSBR) in 1981/82 is 
expected to be within its target range of 10.5 billion pounds. The 
late payment of taxes due to the civil service strike, however, re- 
sulted in higher public borrowing in 1981 accompanied by overruns 

in money supply growth. Sterling M3 grew over 15 percent in the 

12 months to October. 


The real question, in light of the current weakness of the recovery 
and the decline in late 1981 of the longer leading indicators of 
economic activity, is whether the rally which began in late 1981 
might falter by mid-year. The improvement in industrial output 

may largely reflect reduced destocking. In the first quarter of 
1981, destocking accounted for a l-percent decline in GDP. Yet 
despite severe destocking, manufacturing stock/output ratios were 

no lower than in mid-1980. Weakness in consumer demand and the 

high import content of stocks could work to offset restocking, but 
the 1980-81 destocking pattern, which resulted from a severe squeeze 
on company profits, will not continue. That pressure on profits was 
based on three factors that will not recur together in 1982: the 
1979 oil price rise, 1979-80 wage settlements ranging above 20 per- 
cent, and the 1979 doubling of the value added tax. With wage 
settlements in check, productivity and competitiveness on the rise, 
and company profits improving, the gain in output may be sustain- 
able although output for the year is unlikely to increase by more 
than 1 or 2 percent in real terms. 


IMPLICATIONS FOR THE UNITED STATES 


Introduction 


The continuing recession in the United Kingdom and the strengthening 
of the U.S. dollar combined in 1981 to halt the dramatic growth in 
demand for American goods of the past several years. U.S. exports 
rose only 1 percent in January through September 1981 over the same 
period in 1980, down dramatically from the 19-percent growth from 
1979 to 1980. The pound dropped from $2.45 in January 1981 to 
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below $1.80 by August, and it remained under $2 for the entire 
second half of 1981. We expect demand for U.S. goods to remain 
relatively stable through 1982, and we expect some excellent oppor- 
tunities to consolidate market penetration in a number of areas. 


The rigors of a recessionary economy also have stimulated British 
management to adopt a more creative use of existing resources and 
to put great emphasis on developing the most efficient and produc- 
tive methods of manufacture. This management strategy should pro- 
vide good long-term prospects for U.S. exporters of energy-saving 
technology, plant maintenance, materials handling and other new 
technology that can advance the state of the art. 


Consumer goods continued to be attractive to the U.K. purchaser-- 
mostly on style, design, and quality considerations. While demand 
for consumer goods will recede slightly as real income begins to 

lag behind inflation in 1982, continuing increases in the number 

of U.K. tourists visiting the United States will keep demand strong, 
as appetites for American goods grow as visitors are exposed to U.S. 
lifestyles. By utilizing the Market Launch Service (MLS) and other 
tools available through the U.S. Embassy, new-to-market firms should 
be able to take advantage of a generally favorable climate for U.S. 
goods. The MLS can provide an ideal low cost way for U.S. firms to 
participate in selected trade fairs in the United Kingdom and test 
firsthand the export potential for their products. (Details on the 
MLS and other marketing tools are available from U.S. Department of 
Commerce District Offices located throughout the United States.) 


For American firms interested in licensing manufacture of their 
products in the United Kingdom, 1982 may provide a good time to 
investigate and select an experienced and capable manufacturing 
partner. Many highly reputable and competent U.K. firms, espe- 
Cially in the engineering field, have been compelled by excess 
Capacity to seek out licenses for products that can extend or 
complement their existing range. 


Building Products: While the recession in the United Kingdom pushed 
housing starts to record lows for recent years, a corresponding em- 
phasis on upgrading and improving the energy efficiency of existing 
structures has provided a healthy boost for building and construc- 
tion products, particularly those catering to the do-it-yourself 
market. However, potential for sales is limited by the stringent 
spending policies of the British Government, which normally accounts 
for over half of the construction activity in the United Kingdom. 
Many British firms with well-established distributor networks are 
using the slack demand period to search for viable agency/distributor 
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relationships in anticipation of a market upturn in the near future, 
and U.S. manufacturers of products attractive in design, efficiency, 
and price are likely to find good market prospects especially for 
the long term. 


Construction Equipment: The market for construction is depressed 
at present and is not likely to turn around in the near future. 
Even when construction activity resumes and increases, the market 
for this equipment is highly competitive and already saturated, 
with many European manufacturers already well established in the 
market, 


Materials Handling: In keeping with the emphasis of increasing 
productivity, many U.K. firms are seeking cost-effective methods 

of improving their operations. Innovative products that contribute 
Significantly to improving management efficiency and worker produc- 
tivity should fare well in 1982. 


Printing and Graphic Arts: Imports comprise 60 percent of all 
printing equipment purchased in Britain today, with U.K. production 
in some areas small and likely to deteriorate. Although the print- 
ing industry is heavily influenced by the general economic climate, 
the prepress sector appears less affected by the recession. Sig- 
nificant opportunities for U.S. exports will include technologically 
advanced typemaking and typesetting equipment, scanners and plate/ 
cylinder machinery, bookbinding machinery and equipment, small/ 
medium sheet fed presses, proof presses, mini web presses and 
graphic reproduction equipment, While competition is very heavy, 
the need for high-technology, price competitive products and good 
aftersales service should leave U.S. firms in a strong market. 


Consumer Goods: While retail sales during 1981 were hurt by the 
recession and the strength of the dollar, the atmosphere at trade 
shows and the reports of orders placed are optimistic. While we 
do not expect any great upsurge during 1982, this year should be 
a good time to introduce products to the importers/distributors 
who will be well positioned to take advantage of improved market 
conditions. 


Apparel: Last year offered optimum opportunities for U.S. manu- 
facturers of fashion garments, as American fashions proved to be 
trend setters for the whole of Europe. The U.S. Department of 
Commerce has already sponsored two groups to participate in the 
London Fashion Show, and there will be another 20 firms in the 
American pavilion in March 1982. Apparel manufacturers should 
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take advantage of these efforts to promote American fashions while 
interest is at a previously unknown level. Men's leisurewear and 
sportswear, ladies' lingerie, and childrenswear will provide good 
potential for American manufacturers. 


Domestic Textiles, Fabrics, and Furnishings: Demand continues for 
American-made domestic textiles, particularly coordinates for both 
kitchen and bathroom. The Bath, Bed & Linen Show recently visited 
by British firms has opened new vistas for the market, and 1982 
should offer opportunities to manufacturers to break into the mar- 
ket while the ideas are still fresh in the minds of British re- 
tailers,. 


Demand for apparel and upholstery fabrics continues to increase, 
and garment finishers are looking for the easy-care qualities, the 
colors, textures, and designs produced in the United States. Amer- 
ican corporations could well consider setting up their own opera- 
tions in Great Britain to develop fully the market potential. 


Furniture: While the recession in the United Kingdom has affected 
the sales of American furniture, those importers who developed a 
clientele for American furniture have succeeded in retaining that 
business, albeit on a reduced scale. Manufacturers wishing to take 
advantage of the upturn in demand will need to have a marketing 
strategy planned in advance with their British importers. 


Home Improvement, Do-It-Yourself: With continuing emphasis on main- 
taining the value of an individual's most valuable asset, this mar- 
ket has continued its forecast growth rate of 10 percent per annum. 
Excellent opportunities exist for American manufacturers to intro- 
duce their merchandise to the British market. Ranges of suitable 
products are varied and include tools and equipment to make jobs 
easier for the handyman or handywoman and functional/decorative 
products and trimmings for the home, garden, and boat. 


General Aviation: With European sales of general aviation aircraft 
reportedly at their lowest ebb for 15 years, the general aviation 
scene at the present time is not encouraging. However, some indus- 
try officials are optimistic that the slump has bottomed out and 
that falling interest rates and special financial packages will 
bring renewed interest in the general aviation market. The U.S. 
industry continues to dominate the market, and there is every sign 
that they will continue to do so. 
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Health Care and Hospital Equipment: Within the U.K. National 
Health Service (NHS), there continues to be a strong demand for 
U.S.-manufactured products--particularly in the areas of highly 
technological products, such as patient monitoring systems and 
diagnostic equipment. However, cash shortages and the continuing 
reorganization of NHS make it vital that intending exporters find 
a well-qualified agent or distributor rather than attempt direct 
sales. 


The private health sector in the United Kingdom continues to expand 
with the number of people covered by private medical insurance at 
an estimated 5.3 million. Demand for equipment of all types is 
expanding as new hospitals, nursing homes, and diagnostic centers 
are being constructed at a steady rate. 


Computers and Peripherals: The U.K. market, $3 billion in 1980, 

has leveled off from its previous annual growth of up to 25 percent 
as a result of the current recession. Just over half the industry's 
annual hardware sales are of mainframe computers, with minis, micros, 
and add-on peripherals accounting for the balance. Software and 
services are becoming increasingly important with a significant 
pattern of Anglo-American trade already existing in the software 
field; in the services area, a number of large U.S. firms are having 
discussions with major data processing interests in the United King- 
dom. While small in dollar terms, the individual user market is 
growing and should present good potential in 1982. 


High-Technology Products: We expect severe competition in this mar- 
ket throughout 1982. The market has been pressured by the entrance 
of new companies as well as the expansion and diversification of 
product lines by companies already established. Profit margins 

have been heavily reduced as a result of this competition and the 
recession itself, and we do not expect any significant change or 
opportunities for U.S. firms in the short term. Good potential will 
exist in the longer term for telecommunications subscriber equipment, 
automated test equipment, and semiconductor production and test gear. 


Chemicals and Plastics: Chemicals in general and plastics in partic- 
ular have found a good market in the United Kingdom, especially at 
the right price. Imports to the United Kingdom of plastic materials 
accounted for some 42 percent of total sales in 1980. The factors 
contributing to this increase will continue to affect the industry 
through 1982, and while the U.S. share of the market is small (6 per- 
cent), these increases represent significant opportunities for U.S. 
producers in the U.K. market. U.K. buyers welcome products that 
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embody new technology, and there is a wide variety of specialty 
products from the United States that could compete favorably. 


Oilfield Servicing/Offshore Equipment: A new round of government 
leasing was completed in 1981, which has stimulated demand for new 
equipment and services. Good potential exists for licensing and 
sales of products and technology in anticipation of a new wave of 
activity over the next several years. 


TRADE STATISTICS: (in thousands of U.S. dollars) 


Exports to lst 2nd 3rd 4th 
United Kingdom Otr Qtr Orr Qtr 


1980 3,%29 3,685 2,704 3,070 
1981 35 3a2 Jy a5 35923 = 


Imports from 
United Kingdom 


1980 
133i 
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